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Notice to Readers
This Practice Aid is designed as educational and reference material for AICPA members and oth
ers who provide consulting services as defined in the Statement on Standards for Consulting
Services (SSCS) issued by the AICPA. It does not establish standards or preferred practices.
However, since the services described in this series of practice aids are consulting services, the
standards in the SSCS should be applied as appropriate.
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mation and guidance for this Practice Aid and advised the authors and staff.
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CHAPTER 1: INTRODUCTION
Limitations

of

T his Practice A id

1. The purpose of this Practice Aid is to provide nonauthoritative guidance to practitioners en
gaged to prepare an analysis of lost profits. Often, these services are in a litigated environment.
Although this publication discusses legal concepts and requirements, it is not intended to provide
legal advice. Practitioners are advised to discuss legal concepts and requirements with counsel.

Scope of T his Practice A id
2. This Practice Aid discusses roles the practitioner may be asked to take in a lost profits dam
age analysis, the professional standards applicable to those services, and the basic principles and
guidelines for preparing lost profit damages analyses. As each engagement is unique, these prin
ciples and guidelines must be evaluated and adapted to the facts and circumstances that affect the
engagement.
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CHAPTER 2: OVERVIEW OF THE LOST
PROFITS ANALYSIS
3. Lost profits are typically claimed as an element of economic damages in a litigation setting.
Damage analyses are prepared to provide an estimate of the detriment suffered by the plaintiff as
a result of a wrongful act of the defendant. In order to prove damages the plaintiff must show
that:
• The wrongful act of the defendant caused a loss; and
• The amount of the loss can be estimated with reasonable certainty.
In addition, for contract claims, the plaintiff must show that the loss incurred was foreseeable at
the time the contract was entered into by the parties.
4. Only lost “net” profits are allowed as damages. Lost “net” profit is computed, in general, by
estimating the gross revenue that would have been earned but for the wrongful act reduced by
avoided costs. Avoided costs are defined as those incremental costs that were not incurred be
cause of the loss of the revenue. After the net lost profits are determined, any actual profits
earned are deducted to compute the damages.
5. Lost profits can only be claimed over the loss period. This period normally begins no earlier
than the date of the wrongful act; however, the date the loss begins may be subsequent to that
date. The end of the loss period can vary. In a contract breach, the loss will be computed through
the earlier of the return of the business to customary levels or the end of the term of the contract
(which, in some cases, may include renewal periods). In other situations, such as tort claims or
franchise contracts, the term may extend to the return to customary levels or the end of a “fore
seeable” period.
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CHAPTER 3: OVERVIEW OF APPLICABLE
PROFESSIONAL STANDARDS
6. Computing lost profits is a consulting engagement and the standards for consulting engage
ments are contained in Statement on Standards for Consulting Services (SSCS) No. 1, Consult
ing Services, Definitions and Standards (AICPA, Professional Standards, vol. 2, CS sec. 100),
issued by the American Institute of Certified Public Accountants (AICPA). Additionally, the
practitioner must also comply with the general standards of the accounting profession contained
in the AICPA Code of Professional Conduct, as well as the relevant standards established by
state boards of accountancy or other licensing agencies and other professional organizations to
which the practitioner may belong.
7. The following sections provide an overview of the professional standards established by the
AICPA. For a more detailed discussion of these requirements, the practitioner should refer to
AICPA Consulting Services Special Report 03-1, Litigation Services and Applicable Profes
sional Standards.

T he AICPA Code of Professional Conduct
8. The AICPA Code o f Professional Conduct and Bylaws (the Code) apply to all services ren
dered by AICPA members. The following sections of the Code have particular applicability to
the practice of litigation services:
• Rule 102, Integrity and Objectivity (AICPA, Professional Standards, vol. 2, ET sec. 102.01)
• Rule 201, General Standards (AICPA, Professional Standards, vol. 2, ET sec. 201.01)
• Rule 202, Compliance With Standards (AICPA, Professional Standards, vol. 2, ET sec.
202.01)
• Rule 301, Confidential Client Information (AICPA, Professional Standards, vol. 2, ET sec.
301.01)
• Rule 302, Contingent Fees (AICPA, Professional Standards, vol. 2, ET sec. 302.01)
• Rule 501, Acts Discreditable (AICPA, Professional Standards, vol. 2, ET sec. 501.01)
In some instances, the following also apply:
• Rule 101, Independence (AICPA, Professional Standards, vol. 2, ET sec. 101.01)
• Rule 203, Accounting Principles (AICPA, Professional Standards, vol. 2, ET sec. 203.01)
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An understanding and appreciation of the importance of all rules contained in the Code will as
sist the practitioner in their efforts to provide opinions that are relevant and reliable, and will as
sist the trier of fact.

Rule 101, Independence
9. Independence, as set forth in the Code, is ordinarily not required when performing litigation
services. However, the practitioner should be aware that the lack of independence may be used to
question the practitioner’s credibility and objectivity when providing expert testimony. Addi
tionally, the practitioner should be aware that the Sarbanes-Oxley Act of 2002 (Sarbanes-Oxley)
may preclude the practitioner from providing expert services to attest clients.

Rule 102, Integrity and Objectivity
10. Integrity is adherence to an ethical code and freedom from corrupting influences and mo
tives. In litigation, it is the attorney’s role to act as the advocate of the client. The role of the
practitioner, however, is to apply their specialized knowledge, skills, training, and experience in
order to present conclusions and judgments to the trier of fact on complex or unfamiliar con
cepts. To fulfill this role, the practitioner must be objective.

Rule 201, General Standards
11. The general standards apply to litigation services as well as all other services rendered by
practitioners to their clients. The general standards cover professional competence, due profes
sional care, and sufficient relevant data, as follows:
a. Professional Competence. Practitioners should undertake only those engagements that they
can reasonably expect to complete with professional competence. Professional competence
includes factors such as being able to identify client needs, applying an analytical ap
proach, and being knowledgeable about the technical areas involved in the engagement. To
comply with this requirement, the practitioner may need to consider that the assistance of
other individuals with the requisite experience and education may be required. The practi
tioner also should consider that, as a result of legal requirements noted later in this Practice
Aid, the reliability and relevance of expected testimony is likely to be subjected to careful
judicial scrutiny.
b. Due Professional Care. The practitioner should exercise due professional care in the perform
ance of any professional service. In complying with this requirement, the practitioner should
be diligent and analyze critically all of the work performed and ensure that the work con
forms to any other applicable professional standards.
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c. Planning and Supervision. The practitioner should adequately plan and supervise the per
formance of the professional services performed. As the facts and circumstances of each liti
gation engagement are unique, planning is an essential part of the engagement. Due to the
dynamic process of litigation, however, plans may often change and engagement plans are
typically not in written form. As with any professional service, the supervision of work per
formed by others is necessary to ensure quality performance of the services. The extent of the
supervision will vary depending on the nature of the engagement. The practitioner should
remember that, ultimately, the work is his or her responsibility and, as the expert, is subject
to scrutiny in the litigation process.
d. Sufficient Relevant Data. The practitioner needs to be able to support conclusions and opin
ions with sufficient relevant data. The practitioner is responsible for gathering enough suffi
cient relevant data to provide a reasonable basis for the opinions offered. It is up to the indi
vidual practitioner to decide the type, nature, and quantity of data that will satisfy this re
quirement. In litigation, the data can be in the form of legal evidence, assumptions, or other
documentation.

Rule 202, Compliance With Standards
12. The practitioner is required to comply with standards promulgated by the AICPA Council.
For practitioners performing litigation services, that body is the Consulting Services Executive
Committee, which issued SSCS No. 1, Consulting Services: Definitions and Standards.

Rule 203, Accounting Principles
13. To the extent that generally accepted accounting principles (GAAP) may apply to the
litigation services engagement, the practitioner shall apply the appropriate accounting principles.

Rule 301, Confidential Client Information
14. The practitioner may not disclose confidential client information without the client’s con
sent. Practitioners should be aware that, in a litigated environment, they may be confronted with
the risk of breaching client confidentiality. Practitioners often gain knowledge and experience
from other clients that are nonparties to the litigation, which may be considered in reaching
conclusions or opinions. If the practitioner utilizes specific information obtained from other
clients, the practitioner may be required to disclose the source of that information. The
practitioner, in the absence of obtaining consent from the other client, may be precluded from
utilizing this information.
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T he Consulting Standards
15. In addition to the general standards, the Consulting Standards, as noted above, apply to
consulting engagements and require compliance under Rule 202, Compliance With Standards.
These standards include serving the client’s interest, establishing an understanding with the cli
ent, and communicating with the client.

Rule 102, Client Interest
16.

This rule of the Code states:
In the performance of any professional service, a member shall maintain objectivity and
integrity, shall be free of conflicts of interest, and shall not knowingly misrepresent facts or
subordinate his or her judgment to others.

Practitioners should be cognizant, however, that they do not act as advocates for the client. The
practitioner should be an advocate for his or her opinions and conclusions, and must maintain ob
jectivity in his or her analysis.

Understanding With the Client
17. The practitioner should establish an understanding with the client, who may be the attorney
for one of the litigants, about the responsibilities of the parties and the nature of the services to
be performed. This understanding may be either written or oral. Practitioners should refer to the
AICPA Business Valuation and Forensic and Litigation Services Section Practice Aid 04-1, En
gagement Letters for Litigation Services, for a more detailed discussion.

Communication With the Client
18. The practitioner is required to inform the client of (a) any conflicts of interest that may oc
cur under Rule 102 and the Interpretations issued pursuant to Rule 102, (b) any significant reser
vations the practitioner has concerning the scope or benefits of the engagement, and (c) signifi
cant engagement findings or events. In litigation engagements, these communications are usually
oral. Many practitioners’ engagement letters include language that states that the practitioner’s
communications with counsel will satisfy the requirement to communicate with the client.

Other Guidance
19. In addition to the professional standards, and the Practice Aids and Special Reports identi
fied in other sections, the following nonauthoritative AICPA Practice Aids may be useful to the
practitioner in preparing lost profits analyses:
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Practice Aid No. 06-1, Calculating Intellectual Property Infringement Damages
Practice Aid No. 02-1, Business Valuation in Bankruptcy
Practice Aid No. 98-2, Calculation o f Damages from Personal Injury, Wrongful Death, and
Employment Discrimination
Practice Aid No. 98-1, Providing Bankruptcy and Reorganization Services
Practice Aid No. 96-3, Communicating in Litigation Services: Reports, a Non-Authoritative
Guide
Practice Aid No. 93-4, Providing Litigation Services
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CHAPTER 4: OVERVIEW OF CASE LAW AND
EVIDENTIARY STANDARDS
20. In addition to professional standards, the practitioner must also be aware of and comply
with applicable case law and evidentiary standards regarding the admissibility of expert tes
timony. The law and standards will be dependent upon the venue of the litigation; state law
and standards may be different from federal standards and law, and state law and standards
will vary from jurisdiction to jurisdiction. The practitioner should discuss the case law and
evidentiary standards applicable to the engagement with counsel to ensure compliance with
these requirements.

State Law
21. Although laws and evidentiary standards vary from state to state, they generally provide for
common requirements for expert testimony to be admitted as evidence. Generally, experts will
be required to establish the following:
• They have the requisite training, skill, knowledge, and/or experience in their field.
• They must show the facts, data, assumptions, and other documentation that were relied upon in
reaching their conclusions and opinions.
• They must show the basis upon which they reached their conclusions and opinions, including
the methodology used.

Federal Law
22. The U.S. Supreme Court has ruled that the federal judge is to serve as gatekeeper for the
admissibility of expert scientific testimony and may look to several factors to ensure that the tes
timony is reliable and relevant to the matter at issue. See Daubert v. Merrill Dow Pharmaceuti
cals, Inc., 509 U.S. 579 (1993). This ruling was extended to include testimony of nonscientific
experts, including financial experts in Kumho Tire Company, Ltd. v. Carmichael, 526 U.S. 137
(1999).
23. The Federal Rules of Evidence provide the basis upon which a federal judge may (a) de
termine whether expert testimony meets the minimum standards, and (b) identify the bases of
opinion testimony by experts. The rules relevant to practitioners providing litigation services in
clude the following:
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Rule 702, “Testimony by Experts” states:
If scientific, technical, or other specialized knowledge will assist the trier of fact to under
stand the evidence or to determine a fact in issue, a witness qualified as an expert by knowl
edge, skill, experience, training, or education, may testify thereto in the form of an opinion
or otherwise, if (1) the testimony is based upon sufficient facts or data, (2) the testimony is
the product of reliable principles and methods, and (3) the witness has applied the principles
and methods reliably to the facts of the case.

Rule 703, “Bases of Opinion Testimony by Experts” states:
The facts or data in the particular case upon which an expert bases an opinion or inference
may be those perceived by or made known to the expert at or before the hearing. If of a type
reasonably relied upon by experts in the particular in forming opinions or inferences upon
the subject, the facts or data need not be admissible in evidence in order for the opinion or
inference to be admitted. The proponent of the opinion or inference shall not disclose facts
or data that are otherwise inadmissible to the jury unless the court determines that their pro
bative value in assisting the jury to evaluate the expert’s opinion outweighs their prejudicial
effect.

See Appendix A, “Comparison of AICPA Professional Standards and Federal Rule of Evidence
702,” included herein. Appendix B, “Testimony Pyramid,” shows the requirements for admissi
ble opinions.
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CHAPTER 5: ROLE OF THE PRACTITIONER IN
LOST PROFITS ANALYSIS
24. The practitioner may be engaged to provide services as a consultant, an expert witness, or
in some other capacity, including acting as a trier of fact, special master, court-appointed ex
pert, referee, arbitrator, or mediator. The practitioner should establish a specific understanding
of the services to be performed at the inception of the engagement. This understanding,
whether expressed in writing or orally, should be documented. The services the practitioner
may be asked to perform may be varied in scope and breadth. Refer to Appendix C, “Typical
Litigation Services.”

Practitioner as Expert
25. The practitioner engaged as an expert is expected to provide testimony before a trier of fact
regarding their conclusions and opinions. This testimony may be presented at a deposition, in
court, or in arbitration. Generally, in these settings, all work of the expert is discoverable. The
practitioner is normally required to provide all records relating to the engagement, including cor
respondence, notes of meetings, reports, analyses, research, and documents or data that were re
viewed or relied upon in reaching their conclusions or opinions. The practitioner may also be re
quired to provide any drafts of reports, analyses, and other documents prepared. The practitioner
should seek the advice of counsel regarding the discoverability of such information at the incep
tion of the engagement and should remain cognizant of the requirements during the course of the
engagement.
26. The practitioner may also be asked to participate in and/or provide reports or analyses for
mediations and other forms of settlement negotiations. Most states have rules regarding the later
discoverability of the discussions, reports, and/or analyses provided in these forums. Practi
tioners should seek advice of counsel on how to maintain the confidentiality of this information.

Practitioner as Consultant
27. Alternatively, the practitioner may be engaged as a consultant. As a consultant, the practi
tioner is usually not expected to provide expert testimony. The functions that may be performed
include identification of issues, assisting in developing strategies, fact-finding, analysis, locating
other experts, and assisting and managing discovery.
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28. The practitioner should keep in mind, however, that should the role be subsequently ex
panded to include expert testimony, all work performed, even work performed as a consultant,
may be discoverable.

Practitioner

in

Other Roles

29. When engaged to perform other services, the practitioner should establish a clear under
standing of the expected services. In a number of instances, the services more closely resemble
expert witness services, such as an engagement to serve as a court-appointed expert or special
master. In other services, the role may be more like that of a consultant.
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CHAPTER 6: QUALIFICATIONS AND SKILLS
30. Whether the practitioner is engaged as an expert or as a consultant, the practitioner needs to
have the qualifications and skills necessary to comply with the requirement that only those en
gagements that can reasonably be expected to be completed are undertaken, as required by Rule
201 of the Code of Professional Conduct. Additionally, practitioners need to be cognizant of the
fact that their qualifications may be challenged in litigation.
31. Practitioners often possess a variety of education, training, experience, and skills that are
relevant to a lost-profits analysis. Although there is no formula for the proper mix of qualifica
tions and skills, the practitioner should, however, consider a number of factors in deciding
whether their qualifications are sufficient to perform lost-profits analyses.

T raining and Experience
32. As a CPA, the practitioner typically has an educational background in accounting and fi
nancial matters, and some experience in providing other kinds of accounting services to clients .
The practitioner may need to consider whether he or she possesses or can acquire additional
training and experience that may be applicable to the lost-profits analysis. The training and/or
experience may include knowledge of the following:
• Specialized industries or fields of study
• Different clients and industries
• Accounting and tax rules and regulations
• Financial analysis and modeling
• Application of statistical methods and concepts such as regression and trend analysis

Other Skills
33. The practitioner may also need to consider whether he or she possesses or can acquire other
skills that may be relevant to the lost-profits analysis. Those skills could include the ability to:
• Present complex information or concepts, either orally or in writing, in a clear and concise
manner.
• Reconstruct financial data.
• Quantify the impact of events.
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• Obtain, review, and appropriately apply industry or other statistical information.
• Understand and apply applicable legal and evidentiary standards.

Use of Other Experts
34. In a number of instances, the practitioner may need to consider whether the use of other in
dividuals with applicable training and experience is necessary. The practitioner should, however,
discuss the need for the use of other experts with counsel. Examples of other individuals who
may be necessary to appropriately determine lost profits include those with specialized knowl
edge or experience in the following:
• Specific scientific fields such as engineering or other technological areas
• Specialized industries such as construction, oil and gas, or banking
• Market data such as market share or market demand

16

CHAPTER 7: LOST PROFITS CLAIMS
Damages and Damage T ypes
In general, damages are
." the sum of money which a person wronged is entitled to receive
from the wrongdoer as compensation for the wrong.”1
35. Damages can be broken down into three main types: actual or compensatory, nominal, and
punitive.
• Actual or Compensatory Damages are those damages awarded to a Plaintiff to compensate for
a proven injury or loss. They are the compensation to repay actual losses incurred.
• Nominal Damages represent a sum awarded if a legal injury has been suffered but there is no
substantial loss or injury to be compensated.
• Punitive Damages are those damages awarded in addition to actual damages if the defendant
acted with recklessness, malice, or deceit. Punitive damages, which are intended to punish
and thereby deter blameworthy conduct, are generally not recoverable in a breach of contract
action.
36. The focus of this Practice Aid is on actual or compensatory damages related to a claim for
lost profits. Lost profits cases usually involve either a breach of contract or a tort.

Contract Disputes
37. Contract disputes arise if one party does not fulfill the obligations of the contract (a
breach). Lost profits may be recoverable if damages can be demonstrated to be caused by the
breach.

T ort
38. Tort cases arise as a result of a civil wrong including personal injury, property damage, un
fair competition, unlawful misappropriation, negligence, or fraud. If damages can be proven with
reasonable certainty and shown to have been caused by the wrongful act, damages for lost profits
may be recoverable.

1 Frank Gahan, “The Law of Damages,” 1 (1936), as noted in Black’s Law Dictionary.
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CHAPTER 8: LEGAL PRINCIPLES OF
PROVING DAMAGES
Causation
39. Damages for lost profits are recoverable only if the breach or wrongful act by the defendant
was the proximate cause of the loss. Proximate cause is an act from which an injury results as a
natural, direct, uninterrupted consequence and without which the injury would not have oc
curred. In other words, there must be a link between the wrongful act and the resulting damages.

Transaction Causation
40. Transaction causation relies on the concept that “but for” the breach or wrongful act, no
damages would have been incurred. Transaction causation alone is inadequate to demonstrate
proximate cause, however. In addition to transaction causation, the plaintiff must demonstrate
“loss causation.”

Loss Causation
41. The plaintiff must prove that their loss is related to the breach or wrongful act. The fact
that the defendant breached a contract or performed a wrongful act does not alone support
damages.
42. For example, in Universal Commodities, Inc. v. Weed, 449 S.W. 2d 106 (Tex. Civ. App.
1969), plaintiff leased a seafood processing plant from defendant, who was obligated to supply
the seafood to be processed. Defendant breached the contract, but the court denied lost profits
damages because plaintiff had been unable to secure financing for the business and would not
have had sufficient capital to operate and make a profit even if defendant had performed as re
quired by the contract.
43. The practitioner should also be aware of the distinction between the legal requirement of
causation and the proof of the amount of damages. In order to recover damages for lost profits, it
is necessary to show that the damages were proximately caused by the wrongful conduct of the
defendant.
44. The fact of damage is required to be proven with reasonable certainty. The fact of damage
relates to whether the plaintiff can prove that the acts of the defendant caused damage to the
plaintiff. Once the fact of damage has been established, the amount of damage can be calculated.
45. Although the defendant’s acts need not be the sole cause of the plaintiff's lost profits, they
must be a significant or material factor in the cause of that loss.
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46. Although other factors may also be partially responsible for the plaintiff's lost profits, in
some cases, it may not be practicable, or possible, to eliminate the effect of all other possible
causes of loss. However, it is necessary to show that these other factors have been considered
and, to the extent possible, have been taken into account.
47. Sufficient evidence must be presented to the trier of fact to allow a determination to be
made as to what portion of the plaintiff's damages may be properly assigned to the defendant.
48. As discussed in a later section, the practitioner may want to present calculations in a man
ner that shows how the various factors causing the plaintiff's losses contributed to that loss.

Foreseeability (Contract Damages Only)
49. Damages for lost profits are recoverable only if they are reasonably foreseeable by the
breaching party at the time of contracting. The reasonably foreseeable rule dates back to the fa
mous English decision Hadley v. Baxendale (156 Eng. Rep. 145, 151 (Ex. 1854)) and is still law
today.
50. In Hadley v. Baxendale, the Court set out that damages are recoverable only if they were
reasonably foreseeable by both parties at the time of the contract and that they arose naturally
from the breach.
51. For example, in Hampton v. Federal Express Corp., 917 F. 2d 1119, 1125-26 (8th Cir.
1990), the Court found that damages resulting from the failure to deliver blood samples of can
cer patients in need of bone marrow transplants were not recoverable if the Defendant had no
knowledge of the package’s contents and therefore could not reasonably foresee any injury to
patients.

Certainty
52. Damages for lost profits are recoverable only if the plaintiff can prove that the damages re
lated to lost profits are reasonable and that they have been calculated using reliable factors with
out undue speculation. The practitioner should discuss with counsel the applicable federal or
state laws regarding the required degree of certainty.
53. The calculation of lost profits does not require precision, and an estimate of damages can
be made. However, the loss cannot be based on speculation. Lost profits that are speculative,
such as those calculated using unreasonable growth rates, are not recoverable.
54. For example, in DSC Communications v. Next Level Communications, 107 F.3d 322, 329
(5th Cir. 1997), the Court upheld recovery of lost profits because plaintiff's damage expert pre
sented a damage model that included an assumption of future market share based on data ob20
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tained from respected sources in the telecommunications market and upon a showing that the
plaintiff's history of strong performance in the field was indicative of likely success.
55. However, in Holt Atherton Ind., Inc. v. Heine, 835 S.W.2d 80 (Tex. 1992), defendants sold
a bulldozer to plaintiffs that defendants subsequently refused to repair because they did not rec
ognize the warranty. The court held lost profits were not recoverable because the plaintiffs failed
to show they had enough work to fully utilize the bulldozer.
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56. The length of the loss period can vary depending on the underlying cause of action and
upon the underlying facts of the case.

Breach of Contract
57. In a breach of contract action, the loss period will generally be projected over the remain
ing term of the contract. Although this may sound straightforward, the issue can become compli
cated if the length of the contract is one of the issues in dispute. In the case of long-term con
tracts, a number of courts have been reluctant to award damages for the full length of the loss pe
riod (i.e., the full term of the contract) because of uncertainty. Additionally, although a franchise
is a contract, the contract is usually for an unspecified period of time, and the courts may there
fore be reluctant to award damages for extended periods of time. The longer the term of the dam
age projection, typically, the greater the level of uncertainty, which decreases the likelihood that
the certainty and foreseeability tests can be met.
58. Although damages typically do not extend beyond the term of the contract, an issue could
conceivably arise if an extension of the contract term was being negotiated when the breach oc
curred. Arguably, had the breach not occurred, the contract would have been extended for an ad
ditional term. Conversely, if the parties have had a history of renewals and such an extension was
provided for in the contract, a loss period which considers contract renewals may be warranted.

T orts
59. In the case of tort actions, the loss period is usually from the date of the wrongful act until
the date operations return to “normal.” The date that operations return to “normal” is the period
during which the business either restores itself to an equivalent position prior to the dispute or to
a position that takes into consideration the changes that would have otherwise occurred during
the damage period absent the tort. In a number of situations, as a result of the wrongful act, the
plaintiff's operations are permanently affected and may never return to “normal.”
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60.

The first element in the determination of lost profits is the calculation of lost revenues.

61. This section discusses the calculation of lost revenues in terms of the normal methods used
in lost profit calculations. The normal methods of calculating lost revenues include:
• The “Before and After” method
• The “Yardstick” (or “Benchmark”) method
• An approach based on the terms of the underlying contract
• An accounting of the defendant’s profits
• Others
62. In certain specialized damages areas, different methods may be used that are based on ap
plicable statutes or case law. Although this Practice Aid is not intended to address these other ar
eas, a brief overview of some of the issues involved in those areas is contained in Chapter 17,
“Alternative Damage Measures Other Than Lost Profits.”
63. Additionally, other factors may need to be considered when the subject of the lost profits
calculation is a newly established business or a business lacking an historical track record of
revenue generation. A brief discussion of the issues specific to such businesses is also included
in Chapter 17.

T he “Before and A fter” M ethod
64. This method compares the plaintiff's performance before the event or action causing lost
profits to the plaintiff's performance after that event or action. The underlying theory is that, “but
for” the defendant’s action, the plaintiff would have experienced the same level of revenues and
profits after the event or action as the plaintiff did before that event or action.
65. The plaintiff's prior experience, which can be determined from the plaintiff's historical
accounting records, is generally subject to dispute less than other components of the calculation.
In addition, the plaintiff's experience subsequent to the defendant’s acts can be determined, at
least up through a date near to the date at which the calculation is made, from the plaintiff's
historical accounting records.
66. The practitioner, however, should consider other factors that could have affected the plain
tiff s level of revenues and demonstrate how those factors have been taken into consideration.
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T he “Y ardstick” (or “Benchmark”) M ethod
67. This method utilizes a “yardstick” that is used to estimate what the revenues and profits of
the affected business would have been. Examples of possible yardsticks that might be employed
in the calculation include the following:
• The performance of the plaintiff at a different location
• The plaintiff's actual experience versus past budgeted results
• The actual experience of a similar business unaffected by the defendant’s actions
• Comparable experience and projections by nonparties
• Industry averages
• Pre-litigation projections
68. When using this method, the practitioner will need to demonstrate that the plaintiff's opera
tions are sufficiently comparable to the “yardstick” used. This could require that the yardstick
company be in the same geographic area and/or operates under similar conditions.
69. In addition, as with the “before and after” method, the practitioner may need to consider
other factors that could have caused the plaintiff's performance to differ from the yardstick se
lected and show how those factors have been taken into consideration.

Calculation Based on the T erms of the Contract
70. In some instances, the lost profits calculation is made in relation to a specific contract. In
that instance, many of the elements of the calculation may be set forth in the contract document,
i.e., the number of units to be sold, unit prices, etc. In this situation, a model might be developed
that calculates the revenues anticipated under the terms of the contract.

A n A ccounting of Defendant’s Profits
71. In certain situations, such as cases involving unfair competition or the misappropriation of
trade secrets, an accounting of the profits realized by the defendant may be used as the measure
of the plaintiff's lost profits. In obtaining an accounting of the defendant’s profits, the plaintiff is
only entitled to receive value of the unjust enrichment of the defendant through disgorgement,
i.e., the defendant is required to surrender profits attributable to the misappropriation or bad act
to the plaintiff. To the extent that profits are attributable to other factors, the defendant would not
have to disgorge those amounts. In some jurisdictions (and for some causes of action), the plain
tiff only has the burden to identify the revenues associated with the misappropriation,
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whereas the defendant has the burden to prove both the costs incurred in generating the revenues
as well as apportioning the profits between the misappropriation and other profit generators.

Other
72. Other approaches may also be appropriate depending on the particular facts and circum
stances involved in the matter for which lost profits are being calculated. Although other models
may be developed using information specific to the particular case, the general principles under
lying the methods discussed above should be considered in the development of those models.

Past and Future Lost Revenues
73. In many cases, the plaintiff's lost revenues may include both past and future lost revenues.
If there are future losses, i.e., the loss period extends beyond the date of trial, the practitioner will
need to estimate both those future revenues that will be realized by the plaintiff and those reve
nues that the plaintiff would have realized but for the wrongful act of the defendant. Only the in
cremental difference between the “but for” revenue and the projected actual revenue should be
included as lost revenues.
74. Although the attestation standards for financial forecasts and projections do not apply to
litigation services, practitioners may want to refer to the guidance codified in AT Section 301,
Financial Forecasts and Projections (AICPA, Professional Standards, vol. 1, AT sec. 301).

Do the Calculated Lost Revenues Make Sense?
75. Whatever method is used to calculate the amount of lost revenues, once the practitioner has
performed the initial calculations, it is important to consider the reasonableness of the computed
lost revenues.
76.

For instance, the practitioner should consider factors such as:

• Capacity considerations
• Market share
• Industry knowledge and working with industry experts
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77. After establishing the amount of lost revenues, the practitioner will need to calculate the
costs associated with the generation of those revenues.

Concept

of Avoided

Costs

78. The costs that should be deducted from lost revenues in order to calculate lost profits are
generally referred to as avoided costs. Avoided costs are those costs that would have been in
curred in connection with the generation of the lost revenues but were not incurred.
79. To the extent that the plaintiff has incurred costs that would not have been incurred in the
absence of the defendant’s misconduct, those costs should be offset against the avoided costs.

A nalysis

of the

Plaintiff’s Cost Structure

80. In order to determine the amount of avoided costs, the practitioner needs to understand the
plaintiff's cost structure.
81. Depending on the nature and/or size of the plaintiff, the degree of detail contained in the
plaintiff's accounting records regarding the costs associated with particular products or services
may vary considerably.
82. Also, depending on the nature of the dispute, different degrees of specificity may be re
quired in estimating the extent of avoided costs.
83. The practitioner should analyze the plaintiff's cost structure in order to determine the rela
tionship between individual cost elements/categories and sales.
84. The performance of this analysis also will normally require the practitioner to understand
the cost environment in which the plaintiff operates in order to identify the cost drivers or factors
that affect particular costs.

Fixed V ersus V ariable Costs
85. The starting point for the cost structure analysis may be the determination of fixed versus
variable costs. Unless the loss period at issue is very short, however, it is unlikely that all costs
will be purely fixed or variable.
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86. Some costs, such as cost of goods sold, may vary directly with sales. These costs, however,
may not be entirely avoided. For instance, costs may have been incurred to produce product prior
to the wrongful act in anticipation of sales that did not occur as a result of the wrongful act. In
addition, some manufacturing costs may be fixed in nature rather than variable.
87. Other costs, such as rent, are normally considered to be fixed. The practitioner should,
however, consider whether the fixed or variable nature of such costs might change dependent on
factors such as the length of the loss period or the level of production and/or sales. The results of
this analysis may be the identification of certain costs that are semivariable or fixed only within a
limited period of time.
88. The nature of costs relevant to the analysis of avoided costs, and the terms used to refer to
them, may include all, or some, of the following:
• Cost o f goods sold. The costs generally captured under this heading would often be expected to
vary directly with revenues, but there may be some distortion of that relationship depending on
the inventory costing method used by the plaintiff.
• Direct costs. The costs specific to a particular product or activity, these costs are usually, but
not always, variable.
• Overhead costs. The costs not specific to a particular product or activity; overhead costs may,
however, be apportioned to specific products or activities as allocated or absorbed overhead.
Some of these costs, such as marketing and advertising costs, may be avoided as a result of the
lost revenue.
• Indirect costs. The costs that are not specific to a particular product or activity.
• Short-term and long-term costs. The costs that may be fixed or variable depending on the dura
tion of the loss period.
89. As indicated above, the duration of the loss period can affect the extent to which costs are
avoided. If the loss period is relatively short, it may not be possible to avoid certain costs. If the
loss period is longer in duration, some costs that in the short-term would be fixed may be vari
able or semivariable.

Nonstatistical M ethods of Cost Estimation
90. Various nonstatistical methods can be employed by the practitioner to estimate costs.
Which methods or combination of methods is appropriate will depend on the particular situation
with which the practitioner is dealing. These methods include the following:
• Account analysis. This method involves the review of the detailed general ledger or chart of
accounts. The practitioner uses judgment to assess whether costs are fixed or variable. The
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subjective nature of this process can have drawbacks as some costs are semivariable, in that
they are neither entirely fixed nor entirely variable.
• Direct assignment. This method involves the identification by the practitioner of the direct
costs of an activity. These costs would include direct labor and materials.
• Accounting estimates. This method estimates the cost of a product using the plaintiff’s experi
ence with similar or related products. Standard costs might also be available for some elements
of the product cost.
• Cost accounting allocations. This method apportions costs that are not specific to a particular
product or activity based on some objective measure, including revenue, labor hours, or units
sold.
• Ratio analysis. This method is used to allocate the cost of a particular product or activity in
proportion to some other measure such as labor hours or units of production.
• Graphical approaches. This method involves the plotting of the cost of a particular product or
activity over time or against some other measure.
• Industrial engineering. This method may be used if an industrial engineering study may be
available that addresses the costs associated with the various processes involved in the produc
tion of the product at issue.
91. The practitioner is typically attempting to quantify the amount of incremental costs associ
ated with the lost revenues. Caution is required when using these methods, as many of them tend
to understate incremental costs. Although not always possible, the practitioner may wish to con
sider using historical data as a means of validating the reasonableness of results achieved.

Statistical M ethods of Cost Estimation
92. In addition to the nonstatistical methods discussed above, various statistical methods of es
timating costs may be employed by the practitioner. These statistical methods include:
• Regression analysis. This is a technique for identifying relationships between a cost and one or
more variables, such as sales or production levels.
• Survey data. In some situations, the practitioner may use a survey to measure a factor.
• Attribute sampling. This is used to estimate a characteristic of a population.
93. Although the scope of this Practice Aid is insufficient to include a full discussion of these
statistical methods, the practitioner should be aware that specific rules and considerations apply
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to the use of these techniques. Familiarity with those rules is essential if the practitioner is to rely
on the results of these techniques.

Do the Calculated Avoided Costs Make Sense?
94. As with the calculation of the lost revenues, the practitioner will need to consider the re
sults of the calculation of avoided costs to evaluate whether the results appear reasonable.
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CHAPTER 12: PREJUDGMENT INTEREST
ON PAST LOSSES
95. Generally, prejudgment interest is used to compensate the plaintiff for the interest not
earned on lost profits from the date of the incident to the date of trial. Awarding prejudgment in
terest converts time-of-incident damages into time-of-judgment damages, allowing the plaintiff
to be fully compensated for the loss of use of those funds.
96. Courts have considerable discretion in the calculation of prejudgment interest, including
the interest rates to be applied and the manner of computing interest. If the law does not pre
scribe the rate or form of interest for past losses, practitioners will normally apply a reasonable
interest rate to bring those losses forward. Rates that might be used for the calculation of pre
judgment interest include but are not limited to the prime rate, the defendant’s after-tax borrow
ing rate, the plaintiff's cost of capital, a Treasury bill or bond rate, a state statutory rate, or a
stated rate pursuant to a contract between the parties.
97. Many states calculate prejudgment interest utilizing a statutory rate that is set annually.
State law may exclude prejudgment interest, limit prejudgment interest to a statutory rate, or ex
clude compounding. The practitioner should check the appropriate state’s annotated statutes,
which contain legislative history and current case law. For federal cases, the prejudgment interest
rate will depend on the statute under which the plaintiff brings suit. Generally, federal courts
have the discretion to grant prejudgment interest and to choose a reasonable interest rate and
method of computation.
98. In some jurisdictions, all past and future damages are discounted to their present value as of
the date of the wrongful act, and then that amount may or may not be subject to prejudgment in
terest to the trial date. In other jurisdictions, damages projected to be incurred subsequent to the
trial date are discounted to the trial date, and damages related to prior periods may or may not be
subject to prejudgment interest.
99. Some states allow prejudgment interest to be compounded while other states only allow
simple interest to be computed. As mentioned above, federal courts have the discretion to choose
between simple interest and compound interest.
100. An Ex Ante (date of breach) or Ex Post (trial date) approach may be used to apply pre
judgment interest. It is suggested that the decision be made as to which method is to be used after
counsel has advised the practitioner regarding applicable statutory and case law. Damages may
be computed under both approaches and presented as alternatives to be decided upon by the trierof-fact. (See paragraphs 106 to 109 for a discussion of these approaches.)
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101. Claims may be liquidated or unliquidated. A claim is liquidated if its specific dollar
amount is known. A claim is unliquidated if the exact amount owed has not been determined.
Unliquidated damages are identified only after a judgment is rendered by the court setting the
amount of damages and, most often, occur in tort actions. In many states, prejudgment interest
on otherwise unliquidated damages do not begin at the time of the incident, but can begin from
the date of a settlement offer or a particular court filing.
102. Prejudgment interest accrues between the time of the incident and the time of trial or
judgment, whereas post-judgment interest accrues only after judgment is entered.
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CHAPTER 13: FINANCIAL DISCOUNTING OF FUTURE
LOST PROFITS TO PRESENT VALUE
103. When calculating lost profits, there is often both an historical component and a future
component. The historical component would include lost profits that have been incurred from the
date of breach to the date of trial and the future component would include lost profits that will be
incurred from the date of trial to some date in the future.

T he T ime V alue

of

M oney

104. It is necessary to state the future component of lost profits in terms of their present value.
The formula for present value is:
LFPi
(1 + DR)1

+

LFP2
(1+DR)2

+

LFP3
(1 + DR)3

+

LFP4
(1 + DR)4

+

.....

+

LFPn
(1+D R )n

LFP = Lost Future Profits calculated in each period
DR = Discount Rate
n
= year or period

105. Because the damage award is intended to make the plaintiff whole, failing to discount fu 
ture lost profits would result in an award that would produce a windfall to the plaintiff, as the
award can be invested with a return earned on that investment. The challenge for the practitioner
is to determine an appropriate discount rate that takes into consideration the following factors:
• The time value o f money. Most individuals would prefer to have a dollar to spend today rather
than having to wait until some point in the future. For those individuals, if money payable in
the future is suddenly available today, there may be a willingness to accept a discount in order
to eliminate the waiting period. Assuming an annual interest rate of 3 percent, $10,000 today
would be worth $11,592.74 in five years. Conversely, five years from now, $10,000 would
only be worth $8,626.09 today. As such, an investor would rather receive funds today instead
of having to wait until some time in the future.
• Risk. For most investments, there is a tradeoff between risk and reward. The greater the level
of risk inherent in a projected stream of cash flows, the greater the discount rate required to
compensate an investor for accepting that risk. Conversely, the risk averse investor would gen
erally be willing to accept a lesser return in exchange for a reduced level of risk.

35

Calculating Lost Profits

Ex Post M ethodology V ersus Ex A nte M ethodology
106. In discounting future lost profits to their present value, the expert must select between the
ex ante methodology and the ex post methodology, or apply a hybrid of the two approaches. Ap
pendix D, “Ex Ante Versus Ex Post,” contains a chart that illustrates the ex ante and the ex post
methodologies.
107. The ex ante methodology assumes that all lost profits are future lost profits and must be
discounted back to the date of the breach. There is no historical component. In an ex ante cal
culation, the practitioner relies only on information that was known or knowable as of the date
of the breach. Once the present value of all future lost profits is determined, the resulting dam
age amount is brought forward to the date of the award by applying prejudgment interest (if
permitted).
108. The ex post methodology, conversely, relies on all information that is known or knowable
up to the date of trial in order to calculate lost profits. There is no discounting of the historical
lost profits that were incurred between the date of the breach and the date of trial. If permitted,
prejudgment interest would be applied to the historical lost profits based on the timing of the
cash flows determined by the practitioner. Future lost profits consist of those profits that extend
beyond the date of trial, and would be discounted back to the date of trial.
109. Some practitioners have chosen to apply a hybrid methodology, in which all lost profits
are discounted back to the date of the breach, but the practitioner would rely on all information
that was available up to the date of trial. To the extent that the discount rate is greater than the
prejudgment interest rate, the ex ante methodology would result in a lower damage amount than
the ex post methodology. In those instances in which the discount rate is equal to or less than the
prejudgment interest rate, the ex ante methodology would typically produce an equivalent or
higher damage amount, respectively.

M ethods

of

Determining Discount Rate

110. In business valuation engagements, discount rates are typically based on either the subject
company’s weighted average cost of capital (WACC) or its cost of equity. It is not uncommon
for a company’s cost of equity to exceed 20 percent, especially among smaller, less mature com
panies. Although some practitioners have argued the appropriateness of applying equity rates of
return to lost profit calculations, the courts have generally been reluctant to accept discount rates
based on a company’s cost of equity.
111. The courts have provided minimal guidance as to what constitutes an appropriate discount
rate. Among those few jurisdictions that have published written opinions, some courts have ruled
that the discount rate used to calculate lost profits should incorporate both an inflationary com-
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ponent and a risk component while others have required the use of a risk-free rate. Additionally,
there are conflicting opinions on this point within a jurisdiction. Further complicating this issue,
for those courts accepting an adjustment to the discount rate for risk, there is considerable dis
agreement as to how the risk component should be addressed. The diversity of the rulings are re
flected in the following opinions:
• American List Corp v. U.S. News & World Report, Inc., 75 N.Y.2d 38, 550 N.Y.2d 590 (1989).
In a contract dispute, defendant’s proposed discount rate of 18 percent was accepted by the
trial court, reflecting risk of nonperformance. The plaintiff argued that a 10-percent discount
rate was appropriate. On appeal, the 18-percent rate was rejected and remanded, with the court
finding that it “does violence to the settled principles of the doctrine of anticipatory breach be
cause it would require the nonrepudiating party to prove ability to perform in the future.”
• Burger King Corp. v. Barnes, 1 F. Supp.2d 1367 (S.D. Fla 1998). In a breach of franchise
agreement case, plaintiff was entitled to lost royalty fees to be earned over a 210-month period.
The projected lost royalties were discounted to present value using a discount rate of 9 percent.
No basis for the 9-percent rate was provided in the opinion.
• Diesel Machinery, Inc. v. B.R. Lee Industries, Inc., 418 F.3d 820 (Fed. 8th Cir., 2005). In a
dealership dispute, defendant’s expert argued for a 17.5-percent discount rate, which accounted
for risks inherent in plaintiff’s projected cash flow. The district court struck the portion of the
expert’s testimony addressing the discount rate, indicating that South Dakota law required the
use of a risk-free rate. Although the U.S. Court of Appeals acknowledged that the proposed
discount rate employed a sound methodology, it nonetheless ruled that the district court did not
abuse its discretion.
• Energy Capital v. United States, 302 F.3d 1314 (Fed. Cir. 2002). A risk-free rate of 5.9 percent
was initially rejected and remanded as not reflecting the inherent risks in the cash flows. The
court accepted plaintiff’s rate of 10.5 percent, based on an 8.5-percent benchmark yield for
mortgage real estate investment trusts, plus an additional 2-percent adjustment for debt and
profit. Defendant’s suggested discount rate of 25 percent was not accepted by the court.
• Fairmont Supply Company v. Hooks Industrial, Inc., No. 01-03-01129-CV (Tex. App. 1 Dist
[Houston] 2005). In a breach of contract case, the trial court awarded plaintiffs lost profit dam
ages. The defendant’s expert testified that a discount rate of 33 percent was appropriate and
plaintiff's expert testified that a discount rate of 36 percent was appropriate. The court ac
cepted this range in calculating damages.
• Knox v. Taylor, 992 S.W.2d 40, 50 (Tex. App.—Houston [14th Dist.] 1999). In a libel claim,
lost profits were awarded in connection with the termination of the agent’s contracts. The court
accepted a risk-free discount rate of 7 percent.
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• Kool, Mann, Coffee & Co. v. Coffey, 300 F.3d 340 (3d Cir. 2002). In a dispute over the sale of
a marina and houseboat rental business, plaintiff claimed that the defendant failed to pay an
agreed-upon purchase price, whereas the defendant argued misrepresentations on the part of
the plaintiff. The court determined that the remaining balance of the purchase price would be
calculated, in part, by growing adjusted cash flows by 7.5% per year for 15 years and discount
ing these cash flows to their present value using a discount rate of 18.5 percent. The 18.5percent rate was offered by the plaintiff and was not disputed by the defendant.
• Olson v. Nieman's, 579 N.W.2d 299 (Iowa 1998). In a misappropriation of trade secrets case
involving lost royalty income, the court accepted a discount rate of 19.4 percent, equal to an
equity rate of return of 14.4 percent and a product specific risk premium of 5 percent.
• Schonfeld v. Hilliard, 62 F. Supp 2d 1062, 1074 n. 6 (S.D.N.Y. 1999). In a dispute over the
funding of a closely held cable television station, included in lost asset value was an agreement
to pay programming rights equal to $100,000 per year for 10 years. The court accepted a dis
count rate of 8 percent, approximately equal to the 10-year Treasury bond rate.
112. As can be seen above, many of these cases reflect an acceptance of a proposed discount
rate by the court resulting from the lack of any challenge on the record. Given the disparate
treatment reflected in these cases, the practitioner is advised to develop a supportable discount
rate, based on sound methodology, and apply the specific facts and circumstances of the en
gagement to the analysis. It is further suggested that the practitioner consult with counsel to un
derstand the relevant case law in his or her jurisdiction.
113. In that regard, the practitioner may wish to consider the approaches typically used to
develop a discount rate. These include the cost of equity, the cost of debt, and the WACC
approaches.

Cost of Equity
114. The company’s cost of equity is typically calculated using either a build-up approach or
the capital asset pricing model (CAPM) approach.
Build-Up Approach
115. The build-up approach calculates a company’s cost of equity, considering various
components that are added to the risk-free rate. This approach is expressed using the follow
ing formula:
Ke = rf + ERP + SP + IRP + CSP
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• Risk-free rate (rf)2
• Systematic risk23
o

Equity risk premium (ERP)

o

Size premium (SP)

o

Industry risk premium/discount (IRP)

• Unsystematic company specific risk premium/discount (CSP)
116. In addition to the size premium and industry risk premium, the practitioner may wish to
consider other adjustments, such as international risk premia/discounts, where appropriate.
117. Although the first four factors can often be quantified using market data, the unsystematic
company specific risk premium/discount is based on specific factors affecting the subject com
pany. In evaluating the appropriateness of this premium/discount, the practitioner may wish to
consider such factors as (a) the company’s financial condition; (b) its quality and depth of man
agement; (c) the company’s products, customers and suppliers; (d) the competitive environment
in which the company operates; and (e) other factors impacting the company’s projected cash
flows. Given the lack of empirical market data available to quantify a company specific adjust
ment, the practitioner should develop support and be prepared to justify any such pre
mium/discount.
Capital A sset Pricing Model (CAPM) Approach
118. Like the build-up approach, the CAPM approach estimates a company’s cost of equity by
adding systematic and unsystematic elements of risk to the risk-free rate. This approach is re
flected in the following formula:
KE = rf + β(ERP) + SP + CSP

• Risk-free rate (rf)
• Systematic risk:
o

Beta (p)

o

Equity risk premium (ERP)

o

Size premium (SP)

• Unsystematic company specific risk premium/discount (CSP)
2 U.S. Treasury rates are generally the most common measure of the risk-free rate, as these securities are considered free
from default risk. Many experts use the Treasury bond rate equivalent to the future recovery period as the yardstick
measure for purposes of discounting (i.e., 5-year Treasury Bond for a 5-year projection versus 10-year Treasury Bond
for a 10-year projection).
3
Ibbotson Associates provides many systematic risk data sources in its Stocks, Bonds, Bills, and Inflation (SBBI) Year
book, produced annually, and its Cost o f Capital Quarterly.
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119. Unlike the build-up approach, CAPM captures much of the systematic risk inherent in the
company through the use of beta (β). Beta is a measure of the volatility of a security relative to
that of the broader equity markets.
Other Methods to Calculate the Cost of Equity
120. Although they are outside the scope of this practice aid, other methodologies have been
developed to estimate a company’s cost of equity. These methods include the arbitrage pricing
theory and the Fama-French three factor model.

Cost of Debt
121. Some practitioners have used a variation of the subject company’s borrowing rate as the
basis for determining an appropriate discount rate to apply to projected lost profits. These in
clude but are not limited to:
• Average cost of the subject company’s total interest-bearing debt
• Marginal cost of the subject company’s long-term debt
• Market bank yields for comparable companies

Weighted Average Cost of Capital
122. WACC is the cost of incremental capital to a firm considering its blended cost of debt,
equity and other capital. WACC is calculated using the following formula:
KDx(1 -t) x
WAAC =

D
TIC

+

Ke +

E
TIC

= Cost of Interest Bearing Debt
= Cost of Equity
t
= tax rate
D = Interest Bearing Debt
E = Common Equity
TIC = Total Invested Capital (Total Debt + Total Equity)
Kd
Ke

123. As reflected above, the WACC is calculated by multiplying a company’s after-tax cost of
debt by its debt as a percentage of total invested capital and adding the resulting number to its
cost of equity multiplied by its equity as a percentage of its total invested capital.
124. In order to determine the WACC, it is necessary to determine the capital structure of the
entity (i.e., the level of debt, equity and other securities). The capital structure may include the
following:
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• Actual capital structure of the entity
• Industry capital structure
• Hypothetical capital structure to support cash flows
125. If the WACC is calculated using a fixed amount of debt, the practitioner may need to es
timate the appropriate weightings. An increase in the weighting of the company’s equity will in
crease the WACC and reduce the value of the company’s equity. Conversely, a reduction in the
weighting of a company’s equity will reduce the WACC and increase the value of the company’s
equity. The weightings will need to be adjusted using an iterative process until assumed debt and
equity weightings are equal to the calculated debt and equity weightings.

M id-Y ear V ersus End-of-Y ear Discounting
126. When discounting lost future profits (LFP), the practitioner may wish to consider modify
ing the calculation to apply a mid-year convention. The mid-year convention for LFP is reflected
in the following formula:
LFP1
+
(1 + DR)0.5

LFP2
+
(1 + DR)1.5

LFP3
+
(1 + DR)2.5

LFP4
(1 + DR)3.5

+

.....

+

LFPn
(1 + DR)n-0.5

127. The discounted future profits formula reflected in paragraph 104 presumes that all profits
are earned and/or distributed on the last day of the year. For many businesses, this may not be a
reasonable assumption. The application of mid-year assumption instead presumes that lost profits
will be earned and/or distributed evenly throughout the year. The above formula can be further
modified to more specifically reflect the seasonality or timing of profits in the subject company.

A djusting for Risk in Projected Profits V ersus Accounting
Risk in the Discount Rate

for

128. Many practitioners have addressed the concept of risk through the application of discount
rates that reflect the level of risk inherent in the projected profits. Other practitioners, alterna
tively, have suggested that the profit projections themselves be modified downward to adjust for
risk, allowing the expert to incorporate a risk-reduced, relatively low discount rate.4
129. The use of the latter approach does not eliminate the need to substantiate the reasonable
ness of the selected discount rate and the projected, risk-adjusted, profits. Its proponents, how
ever, do believe that this approach is easier for judges and juries to understand. Although either
4 Dunn, Robert and Everett P. Harry, “Modeling and Discounting Future Damages,” Journal o f Accountancy, January
2002, pages 49-55.
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methodology must ultimately be left to the discretion of the expert, such alternative approaches
do highlight the challenges that present themselves to the practitioner who is often forced to
balance accepted financial theory against legal reality when preparing a defensible lost profits
calculation.
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CHAPTER 14: TAXES AND DAMAGES
130. In general, lost profits damages are taxable as ordinary income to the party to which dam
ages are paid. Also, generally, whether received as a result of legal judgment or settlement, tax
treatment is the same for lost profits damages. As such, lost profit calculations are typically pre
pared on a pretax basis. To the extent that the plaintiff received tax benefits as a result of losses
caused by the purported bad act, such benefits are generally not considered.
131. Typically, the appropriate discount rate is the after-tax rate as any lost profits in the past
could have been invested at the assumed pretax rate, and income taxes would have been paid on
the interest earned. Thus, by applying an after-tax rate, the plaintiff's accumulated value net of
taxes is reflected. The reason an after-tax rate rather than a pretax rate is used goes back to the
goal of making the plaintiff whole. This can be demonstrated in the following example.
132. Assume that defendant in a suit for lost profits is liable to plaintiff for the loss of $1,000 in
pretax cash flow. Further assume that plaintiff's after-tax discount rate is 12 percent and tax rate
is 35 percent. The first method uses three steps to calculate plaintiff's damage award:
• Adjust the pretax cash flow to an after-tax cash flow.
• Discount the after-tax cash flow at plaintiff's after-tax discount rate.
• Gross-up the after-tax amount for the amount of taxes plaintiff will pay on the award to get the
taxable damage award.
Assuming stable tax rates over the projection period, the second method arrives at the same tax
able damage award by discounting the pretax cash flow amount using plaintiff's after-tax discount rate. This is illustrated in the following table.
Pretax Cash Flow

$

x (1-Tax Rate)
/ (1+After-Tax Discount Rate)
/ (1-Tax Rate)
Pretax Cash Flow
/ (1+After-Tax Discount Rate)

$

1,000
(1-35%) = $ 650.00
(1+12%) = $ 580.36
(1-35%) = $ 892.86

Taxable Damage Award

1,000
(1+12%) = $ 892.86

Taxable Damage Award

133. The practitioner may be asked to assist counsel in evaluating the tax impact of potential
damage awards to the plaintiff and/or the defendant under alternative damage theories or settle
ment scenarios.
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CHAPTER 15: MITIGATION OF DAMAGES
134. The plaintiff has an obligation to mitigate its damages. The duty of mitigation requires
that the plaintiff take appropriate actions to overcome the damage purportedly caused by the de
fendant. This principle of mitigation of damages is summarized in the Restatement (Second) o f
Contracts, Section 350 comment (1981) quoted below:
Avoidability as a Limitation on Damages. (1) Except as stated in Subsection (2), damages
are not recoverable for loss that the injured party could have avoided without undue risk,
burden or humiliation. (2) The injured party is not precluded from recovery by the rule
stated in Subsection (1) to the extent that he has made reasonable but unsuccessful efforts to
avoid loss.5

135. Plaintiff's failure to mitigate damages is an affirmative defense that can be utilized by the
defendant. The defendant, as the party breaching the contract, has the burden to prove that plain
tif f 's losses could have been avoided through mitigation of damages.
136. The plaintiff is generally not permitted to recover damages that were foreseeable and
could have been avoided by the reasonable efforts of the plaintiff without causing undue expense
or risk. In other words, the amount of earnings lost as a result of the plaintiff's failure to mitigate
its own damages would likely not be recoverable. The plaintiff also cannot recover lost profits
that an income-producing asset would have produced beyond the reasonable period of time it
should have taken the plaintiff to replace the asset.
137. Reasonable expenses incurred in an effort to mitigate damages, even if plaintiff's efforts
are unsuccessful, are typically recoverable as damages. The period of recovery for lost profits
must be reasonable and may be influenced by the plaintiff's actions to mitigate.
138. It is important that the practitioner understand what steps, if any, were taken by the plain
tiff to mitigate its losses so the financial impact of such mitigation can be measured and a deter
mination can be made by the practitioner as to what steps could or should have been taken by
plaintiff.
139. The plaintiff's ability to mitigate is dependent upon several factors, which may include
but are not limited to the following:
• Plaintiff's financial ability to mitigate. Mitigation of damages may not be possible if the plain
tiff is financially unable to accomplish it.
• The cost to mitigate as compared to the economic damages suffered by the plaintiff. If the cost
to mitigate is greater than the economic damage suffered as a result of the defendant’s breach,
it may not be possible for the plaintiff to mitigate the damages.
Robert L. Dunn, Recovery of Damages for Lost Profits § 6.33, page 570 (6th ed. 2005).
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• Technical barriers to mitigation. The plaintiff's ability to mitigate may be affected by technol
ogy constraints or opportunities.
• Market barriers to mitigation. The plaintiff's marketing capabilities, taking into account its
reputation, product quality, and product features, may have been affected by defendant’s
breach and affect its ability to mitigate damages.
• Supply-oriented barriers to mitigation. The defendant’s breach may also have affected the
plaintiff's ability to obtain goods and services from its suppliers necessary for production in
order to mitigate its losses.
• Timing issues impacting the mitigation o f damages. The plaintiff's knowledge of the event
causing economic harm and the time required to implement a mitigation strategy may also af
fect mitigation.
140. The practitioner should consider whether revenues and/or profits earned subsequent to the
breach are a mitigation of the economic damages caused by the defendant, thereby reducing
damages, or are profits that would have been earned regardless of the breach and, therefore,
would not offset damages claimed by plaintiff.6

6 Ibid., § 6.35, page 574.
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CHAPTER 16: OTHER ISSUES AFFECTING LOST
PROFITS ANALYSES
141. The practitioner will need to consider other issues when performing a lost profits analysis.
Among the issues that need to be considered are:
• Distinguishing between violative and nonviolative acts
• Distinguishing various violative acts
• The impact of subsequent unexpected events
• Changes in the economic environment

Distinguishing Between V iolative and N onviolative A cts
142. The practitioner should be aware that not all acts may be violative (i.e., result in dam
ages). The practitioner should consider only those acts which would have an impact upon the
damage analysis. Nonviolative acts typically lack the requisite causal link between the act and
damages.

Distinguishing V arious V iolative A cts
143. In some instances, there may be multiple violative acts that result in damage. In the dam
age analysis, the practitioner should attempt to separately quantify the damage resulting from
each act. If the acts are not “disaggregated,” findings may be challenged or the rejection of a
claim for one act may result in refutation of the entire analysis. Practitioners should also ensure
that damages computed for separate acts do not have an additive effect. In other words, damages
may be common to both acts and cannot simply be added together to compute the total damages.

I mpact of Subsequent Events
144. The practitioner should also consider the impact of events subsequent to the act causing
damage. Such events may suspend the loss period, either temporarily or permanently, or may
cause additional damage. Such intervening events may or may not be caused by the defendant,
and the impact of those intervening events must be determined separately. See the discussion of
ex ante and ex post methodologies in paragraphs 106 to 109.
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Changes in the Economic Environment
145. The practitioner should also consider the impact of changes in the economic environment.
Those changes may be general changes in the economy, such as inflation, general price erosion,
or changes in demand, or they may be the result of actions taken by the defendant, such as price
cutting or changing distribution methods. The impact of these events upon the analysis should be
separately quantified, if possible.
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CHAPTER 17: ALTERNATIVE DAMAGE MEASURES
OTHER THAN LOST PROFITS
146. The practitioner should be aware that there are alternative measures of damages other than
lost profits. Throughout this discussion, it is assumed that the plaintiff has been harmed and is
entitled to damages resulting from the defendant’s wrongful actions.
147. Alternative measures of damages other than lost profits will depend upon the facts and
circumstances of the case. Consultation with legal counsel regarding the established legal
framework and the applicable law may be necessary to determine the alternative damage
measures.

O U T -O F -P O C K E T CO STS

148. A relatively straightforward method of calculating damages is based upon the out-ofpocket costs or investment the plaintiff has incurred in the project. Under this method, the out-ofpocket costs incurred related to the project are aggregated and become the measure of damages.
149. The practitioner needs to be diligent in obtaining appropriate back-up documentation per
taining to the costs involved including verifying that the costs incurred actually pertain to the
project.

Decrease in V alue Caused by the Defendant’s M isconduct
150. Damages under this approach are based upon the decrease in value caused by the defen
dant’s misconduct. This approach to calculating damages is measured by the decrease in value as
measured by the value prior to and subsequent to the defendant’s misconduct. A business valua
tion or an appraisal of the underlying asset may be necessary in order to calculate this measure of
damages. Additionally, some states may limit this measure of damages to only tort actions.
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CHAPTER 18: SPECIALIZED DAMAGES AREAS
N ewly Established Businesses
151. For many years, court decisions adhered to the new business rule, which is that claims for
lost profits of a newly established business are inherently speculative and, therefore, cannot be
recovered. More recently, courts have been moving away from this general rule and have looked
instead to the quality of the evidence submitted to determine whether or not the plaintiff has pro
vided an adequate basis for a reasonable estimate of its damages. At least in part, this has been
the result of the courts concluding that the former rule was unduly harsh and that a plaintiff
should not be precluded from recovering its lost profits where the defendant’s action has pre
vented the plaintiff from establishing a track record.
152. A plaintiff still has to show with reasonable certainty that, but for the actions of the defen
dant, it would have made a profit. Some of the factors that the practitioner should consider in as
sessing the likelihood of the plaintiff's success are as follows:
• The plaintiff's business plan
• The availability of the required capital for the business
• The plaintiff's prior experience in the area
• The plaintiff's level of expertise
• The plaintiff's subsequent experience
• Barriers to entry in the industry
• The quality of the available records
• The economy in which the business operates
• The experience of other similarly situated businesses
153. If it is possible to meet the legal requirements with respect to the fact of loss, the practi
tioner will also need to consider these factors, along with whatever other information is avail
able, in preparing an estimate of the amount of the lost profits.
154. Although the general approach to the calculation of damages is the same as that discussed
earlier with respect to an established business, less data are likely to be available. The practitio
ner may, therefore, need to make more assumptions. As in other areas, the practitioner needs to
ensure that there is an adequate basis for the assumptions made.
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I ntellectual Property I nfringement Damages
155. Intellectual property is a broad term encompassing a number of different types of prop
erty, including patents, copyrights, trademarks, and trade secrets. The scope of this practice aid
does not include a detailed discussion of these types of damages. For a more in-depth discussion
of this area, the practitioner should refer to AICPA Practice Aid 06-01, Calculating Intellectual
Property Infringement Damages.
156. The measurement of damages in intellectual property cases can vary according to the par
ticular type of intellectual property at issue.
157. In some instances, a plaintiff may elect to base its damage claims on the lost profits result
ing from the infringement or misappropriation of intellectual property.
158. In patent infringement actions, the amount of damages awarded to the plaintiff should be
sufficient to compensate for the infringement, but not less than the amount of a reasonable roy
alty. Lost profits are an alternative measure of damages to the reasonable royalty calculation. In
the case of design patents, the award can include damages for unjust enrichment.
159. In copyright infringement cases, the measurement of damages may be based on various
approaches, including lost profits. Other possible measurement approaches include royalty
rates used for other transactions, the terms of other contracts for use of the copyrighted mate
rial, or a calculation of the decline in the market value of the copyrighted material as a result of
the infringement.
160. In trademark cases, the alternative measurements of damages include lost profits, a rea
sonable royalty, and statutory damages. In addition, the Lanham Act explicitly authorizes a
trademark owner to recover both the infringer’s profits and its own damages sustained to the extent they are not duplicative.7
161. In trade secrets cases, the plaintiff's damages may also be measured in various ways, in
cluding lost profits, a reasonable royalty, and the unjust enrichment of the infringer. The Uni
form Trade Secrets Act expressly provides that, in addition to recovering its actual loss, a trade
secret owner may recover the “unjust enrichment” caused by the misappropriation to the extent
the enrichment is not taken into account in calculating the owner’s actual loss.78

7 AICPA Practice Aid 06-01, Calculating Intellectual Property Infringement Damages, page 22.
8 Ibid.
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A ntitrust V iolation Damages
162. Antitrust law generally prohibits various forms of conduct that are considered to be anti
competitive. The Federal Trade Commission (FTC) is the government agency charged with en
forcement of federal antitrust laws.
163. The statutes governing this area of law address such issues as monopolies, price discrimi
nation, mergers, and unfair competition.
164. Plaintiffs in antitrust actions have to prove that the defendant’s actions caused lost profits
and that this resulted from the anticompetitive effect of an antitrust violation. The general stan
dard for proving damages is a “just and reasonable estimate of the damage based on relevant
data.” (See Bigelow v. RKO Radio, 327 U.S. 251 [1946].) An antitrust plaintiff, however, must
also prove antitrust injury in addition to the other common elements in a damages case, requiring
the plaintiff to not only show that its injury is proximately caused by the defendant’s wrongful
conduct, but that the injury is “of the type the antitrust laws were intended to prevent.” (See
Brunswick Corp. v. Pueblo Bowl-O-Mat, 429 U.S. 477 [1977].) Because the focus of antitrust
law is on the consumer, the plaintiff must be able to prove that competition was injured as a re
sult of the defendant’s conduct.
165. In claims involving the monopolization of, or attempts to monopolize, a market, it is nec
essary to address concepts such as the definition of the market, both in geographic and product
terms, the substitutability of other products, and the level of potential competition.
166. In a case involving price-fixing, damages are normally computed based on an analysis of
the higher prices paid by purchasers of the products or services in question. This may involve a
comparison of pricing or profit levels before or after the time period during which the price
fixing occurred.

S ecurities Fraud Damages
167. Claims by investors for damages resulting from the failure to disclose information that
adversely affects the price at which a company’s securities trade generally seek to recover the
difference between the price at which the investors purchased the securities and the price which
they would have paid had the information been disclosed.
168. Although this difference may be measured by the decline in the price of the securities
when the adverse information was disclosed, it is necessary to consider the impact of other fac
tors on the price of the securities.
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E-Business I mpact on Damages
169. Practitioners should also consider the impact of the new business models that may be as
sociated with the expansion of e-business on traditional measures of lost profits. These include
the availability and nature of data relating to those business models and the impact on the defini
tion of markets and the impact on competition and market barriers, among others. The models
developed by the practitioner to measure lost profits will need to account for these factors.
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APPENDIX A: COMPARISON OF AICPA PROFESSIONAL
STANDARDS AND FEDERAL RULE OF EVIDENCE 702
AICPA Professional Standards

Federal Rule of Evidence 702

CPA Scope of Expertise
• Accounting, auditing, tax, consulting, and other
services

Scope
• Scientific knowledge
• Technical knowledge
• Specialized knowledge

CPA Qualifications
• Education

Qualifications
• Education
• Knowledge
• Experience
• Training
• Skill

• Examination
• Experience
• Ethics—AICPA Code of Professional Conduct
AICPA Code of Professional Conduct
• Rule 102, Integrity and Objectivity (AICPA,
Professional Standards, vol. 2, ET sec. 102.01)
• Rule 201, General Standards (AICPA, Professional
Standards, vol. 2, ET sec. 201.01)
• Professional competence
• Due professional care
• Planning and supervision
• Sufficient relevant data
• Rule 202, Compliance With Standards (AICPA,
Professional Standards, vol. 2, ET sec. 202.01)

Basis of Testimony
• Product of reliable principles and methods
• Applied the principles and methods reliably to facts of
the case
• Sufficient facts or data
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APPENDIX B: TESTIMONY PYRAMID
Consistent with AICPA Professional Standards, Rule 702 of the Federal Rules of Evidence re
quires expert testimony be based upon sufficient facts or data, be the product of reliable princi
ples and methods, and that the principles and methods be reliably applied to the facts of the case.
Graphically presented, the testimony pyramid might be as follows:

Admissible
Opinions

Accepted Methodology,
Reliably Applied

Data Analysis

Source Data, Facts, and Assumptions
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APPENDIX C: TYPICAL LITIGATION SERVICES
Practitioners may provide various types of services or functions in litigation engagements. Some
of the more common include:
• Computation of economic damages:
o Lost profits
o Lost value
o Extra costs
o Lost cash flow
o Mitigation
o Restitution
o Punitive damage studies
• Professional standards analysis
• Valuation of the following:
o Business
o Pensions
o Intangibles
• Fraud prevention, detection, and investigation
• Bankruptcy consultant, trustee, and examiner
• Tax analysis, including the following:
o Tax basis
o Cost allocation
o Treatment of specific transactions
• Marital dissolution assessment and analysis
• Contract cost and claims analysis
• Historical results analysis
• Special accountings, tracing, reconstructions, and cash-flow analyses
• Antitrust analysis, including the following:
o Price fixing
o Market share
o Market definition
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o Predatory conduct
o Dumping
o Price discrimination
• Business interruption and other insurance claims and assessments
• Attest services, if specifically engaged to perform them in connection with litigation services
Any of the following functions may be performed:
• Issue identification
• Locating other experts
• Fact finding, including the following:
o Asset searches
o Market studies
o Systems reviews
o Interviewing of witnesses
o Due diligence
o Research
• Analysis
o Investigative accounting
o Computer modeling
o Statistical
o Actuarial
• Discovery assistance
• Document management
• Settlement assistance
• Expert testimony
• Trial and deposition assistance
• Posttrial support (such as bookkeeping services and funds administration)
• Negotiations
• Arbitration
• Mediation
• Training
• Case evaluation
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APPENDIX D: EX ANTE VERSUS EX POST
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APPENDIX F: LOST PROFITS RESOURCES
(NONEXHAUSTIVE LIST)

A pplicable Special Report and Practice A id
Consulting Services Special Report 03-1, Litigation Services and Applicable Professional
Standards
Practice Aid 04-1, Engagement Letters for Litigation Services
Practice Aid 93-4, Providing Litigation Services
Practice Aid 96-3, Communicating in Litigation Services: Reports

Books
Dunn, Robert L., Recovery o f Damages for Lost Profits, 6th ed. Alameda, CA: Lawpress Corpo
ration, 2005 (800) 622-1181 (www.lawpresscorp.com)
Weil, Roman L., Michael J. Wagner, and Peter B. Frank, Litigation Services Handbook—The
Role o f the Financial Expert, 3rd ed. Hoboken: John Wiley & Sons, 2001 (201) 748-6011
(www.wiley.com)
Cerillo, William A., Proving Business Damages, 2nd ed. Hoboken: John Wiley & Sons, 1991,
(201) 748-6011 (www.wiley.com)
Hitchner, James R., Financial Valuation, Applications and Methods. Hoboken: John Wiley &
Sons, 2003, (201) 748-6011 (www.wiley.com)
Trugman, Gary R., Understanding Business Valuation, 2nd ed. New York: American Institute of
Certified Public Accountants, 2002, (201) 938-3245 (www.aicpa.org)
Pratt, Shannon P., Reilly, Robert F., Schweihs, Robert P., Valuing a Business, The Analysis and
Appraisal o f Closely Held Companies, 4th ed. New York: McGraw-Hill, 2000.
PPC’s Guide to Litigation Support Services, 10th ed. Dallas: Practitioners Publishing Company,
2005, (800) 323-8724 (www.ppc.thomson.com)
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Other
Dunn, Robert and Everett P. Harry, “Modeling and Discounting Future Damages,” Journal o f
Accountancy, January 2002, pages 49-55
CPA Expert, American Institute of Certified Public Accountants, (888) 777-7077 (www.
cpa2biz.com)
Business Valuation and Forensic and Litigation Services Special Reports, Practice Aids,
Other Publications and Software
Title

Series Number

Product Number

Litigation Services and Applicable
Professional Standards

03-1

055297

Conflicts of Interest in Litigation
Services Engagements

93-2

048563

Calculating Damages

06-1

055300

A CPA’s Guide to Family Law

05-1

055299

Engagement Letters for Litigation
Services

04-1

055298

Business Valuation in Bankruptcy

02-1

055296

Calculations of Damages From
Personal Injury, Wrongful Death, and
Employment Discrimination

98-2

055293

Providing Bankruptcy and
Reorganization Services

98-1

055162

Fraud Investigations in Litigation and
Dispute Resolution Services, A
Nonauthoritative Guide

97-1

055001

Communicating in Litigation Services:
Reports, A Nonauthoritative Guide

96-3

055000

Analyzing Financial Ratios

06-3

055302

Providing Litigation Services

93-4

055145

Preparing Financial Models

06-2

055301

Special Reports

Practice Aids
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Appendix F: Lost Profits Resources (Nonexhaustive List)

Title

Series Number

Product Number

92-8

055140

Other Consulting Practice Aids
Assisting a Financially Troubled
Business
Other Publications
A CPA’s Guide to Valuing a Closely
Held Business

056601

Software (running on Word)
Small Business Consulting Tool:
Diagnostic Review Checklist for
Maximizing Profits

055010

Consulting Engagement Letters and
Checklists

055011

To obtain any of these publications, call the AICPA Order Department at 1-888-777-7077, op
tion 1 or order via fax at 800-362-5066 or on-line at http://www.cpa2biz.com/store.
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